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The Neglected Income Statement 
WRITERS on the subject of account-ing generally have centered their 
attention and discussion on the balance 
sheet. This is perhaps but natural, as the 
balance sheet constitutes a summary which 
organizes the aspects of financial status and 
is the capstone of financial data. 
The income statement has not received 
the attention which it merits, either in the 
light of its value as a means of effective 
administration or as to the philosophy 
underlying it. From the promiscuous as-
sortment of income statements available, 
published and otherwise, one may reason-
ably receive the impression that its growth 
has been somewhat like that of Harriet 
Beecher Stowe's "Topsy." 
Following the historical development of 
the present form of statement one sees, 
first, a grouping of the loss and gain ac-
counts, which generically may be called 
measurement accounts, in a statement tak-
ing account form. This represented little 
more than a classification of the positive 
and negative forces affecting the business 
capital so as to show the net effect thereon. 
Next came the influence of the railroad 
accountants who introduced the running 
form and attempted to set off the profit at 
one or two points, in order to relate the 
profit to certain sources. Later is seen the 
stamp of certain public accountants, fol-
lowed by that of the university schools, in 
bringing out refinement in classification 
and grouping and recognizing a more scien-
tific basis for income accounting. 
The bookkeeping theory of the profit and 
loss account in which the income statement 
had its origin is that the profit and loss 
account shows the accretions or decretions 
of capital through gains and losses, not only 
those growing out of the manipulation of 
capital with a view to gain but, in addition, 
those gains and losses which, while not im-
mediately related to the main purpose of 
the business, are incident thereto. 
In other words, the capital is invested 
part in property, in equipment, and in 
goods. Amounts invested in goods, as the 
ownership of the goods is transferred to a 
purchaser, have attached to them an addi-
tional amount which is intended to com-
pensate the seller for his expense in obtain-
ing, making available, and handling the 
goods, and afford him a margin of profit. 
Thus, by carrying into the profit and loss 
account the sales price of the goods on one 
side, with the cost of the goods and the ex-
pense connected with obtaining, handling, 
and disposing of them on the other side, 
the amount of profit is, by a balancing 
process, ascertained. 
But the property and equipment in 
which some of the capital was invested wear 
out, and the capital would thus become 
depleted were this factor not to be pro-
vided for. Hence, by making such provi-
sion out of profits the profits are reduced. 
Again, some of the capital invested in goods 
or in property and equipment may have 
been borrowed, and interest must therefore 
be recognized as a factor which affects the 
profits. On the other hand, some of the 
goods may have been sold on a basis of 
time, and there is interest to be collected 
and treated as an offset to the interest paid 
for money borrowed. 
Out of this rather intricate mass of influ-
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ences bearing on capital, bookkeeping, by 
means of a debit and credit classification 
separates the positive from the negative 
factors. Set down in a summary account 
known as the profit and loss account, and 
arranged pro and con on the respective 
sides, the net result is ascertained. But 
the summary is, notwithstanding, consider-
able of a jumble and of little value in relat-
ing results to causes. 
To overcome this objection, presumably, 
a sectionalized statement prepared from 
the profit and loss account in the ledger 
sprung up. It was little more than a glori-
fied profit and loss account, and because of 
its numerous debit and credit balances con-
necting one section with another achieved 
scant popularity, even at the hands of ac-
countants who could understand it. The 
layman was lost in a maze of technicalities. 
Manufacturing, trading, profit and loss 
were bewildering terms because of the form 
whereby information concerning them was 
conveyed. 
The running form of income statement 
came first probably from the railroad ac-
countants whose problem was two-fold. 
There was a necessity for published state-
ments which the public might understand. 
The railroads had no manufacturing or 
trading. Such form of statement was 
therefore not adaptable to their needs. The 
layman, untutored in accounting, had a 
simple method of arriving at profit, which 
was to set down cost under sales and sub-
tract. The railroad accountants carried 
out this idea by setting down revenue and 
subtracting expense. 
While this idea is manifestly sound and 
thoroughly sensible, and affords a struc-
tural basis for an understandable income 
statement, any income statement, to meet 
the requirements of all forms of business 
enterprise, must seek a deeper and more 
comprehensive theoretical foundation. It 
was undoubtedly a necessity of this kind 
which led those in search of a scientific 
statement to the adoption of the economic 
basis on which the present more satisfactory 
income statement is built. Consciously, 
or unconsciously, such is the scheme after 
which most income statements are pat-
terned, although it is doubtful if this 
fact is generally recognized. Were it recog-
nized, many of the differences in treatment 
would be swept away; much of the discus-
sion which now takes place would become 
unnecessary. 
To illustrate: The purpose of all busi-
ness organization is to sell either goods, or 
services, or privileges. Accordingly a part 
of its capital is in the form of working dol-
lars. Every working dollar so employed 
represents a group, the constituent mem-
bers of which have claims to varying shares 
therein. In the case of a concern manu-
facturing and selling goods, the party who 
supplies the material has his claim. Those 
who fashion the material have their claim. 
The salesman requires his share. The 
clerks who keep the records and the man-
ager and officers of administration must be 
paid. The expense of maintaining offices 
must be met. Those who furnish either in-
vestment or working dollars under an 
agreement as to interest claim their part. 
Equipment worn out incident to manu-
facture must be replaced. Last of all, 
whatever remains falls to those who risk 
their investment dollars in the enterprise. 
The theory of the income statement in 
part then is that the statement is a device 
for showing how the working dollar, or, in 
other words, the income dollar, is parti-
tioned. Translated into business terms to 
show this the result is as follows: 
(1) Cost of goods. 
(2) Expense of selling goods. 
(3) Expense of administration and of 
items applicable to the business as a 
whole. 
(4) Expense of obtaining, protecting, 
and conserving capital. 
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Stated in accounting terminology, con-
nected up with the income from sales and 
with the cost and expense groups set off 
against such income, as illustrated below, 
this classification furnishes the general 
structure of an income statement which 
shows the decreasing margin of profit as 
cost and expenses are applied, allocates 
profits to divisional sources and serves as 
an index to the efficiency of operating and 
of financial management. 
Income from sales $1.00 
Cost of sales 58 
Gross profit $0.42 
Selling expense 07 
Selling profit $0.35 
Administrative and general expense .15 
Operating profit $0.20 
Financial expense and charges 08 
Net profit $0.12 
It should be borne in mind that the use 
of this income statement is not confined to 
a concern manufacturing and selling goods. 
It is so broad in its scope and fundamen-
tally sound that it provides for any kind of 
organization; any kind of business activity. 
It applies equally well to concerns selling 
services and privileges. It serves the same 
purpose for banks and trust companies, 
country fair associations, mammoth in-
dustrials and pop-corn vending companies. 
The neglect of the income statement is 
found among executives, stockholders, 
writers, and statisticians. Many execu-
tives fail to appreciate the possibilites of 
the income statement in reviewing the past, 
fixing responsibility, checking undesirable 
tendencies, and planning for the future. 
The balance sheet has the call. Yet what-
ever results are exhibited on the balance 
sheet, except those proceeding from capital 
and from settlement transactions, may be 
traced to an accumulation of surplus arising 
from operations which the income state-
ments reflect. 
The practice by corporations of issuing 
published reports is growing constantly. 
Yet there are comparatively few corpora-
tions which offer a comprehensive and in-
structive income statement, if any. There 
seems to be some notion that stockholders 
and the public are not interested in this 
phase of the company's activities, so long 
as dividends are forthcoming and the 
balance sheet shows a financial condition 
which is sound 
Statisticians who compile ratios give the 
larger part of their consideration to the 
balance sheet. There is some excuse for 
this in that income and expense figures are 
difficult to find in published reports in such 
form as to permit of satisfactory use. But 
apart from such excuse the tendency of 
the statisticians is to work on the balance 
sheet, developing expressions of relation-
ship therefrom with little regard to the 
possibilities of the income figures, particu-
larly when related to "static" results. For 
example, dividing working capital into 
sales would show the turnover of working 
capital. Dividing merchandise inventories 
at cost into the cost of sales would show 
the turnover of goods. The ratio of finan-
cial expense (exclusive of income charges) 
to borrowed capital would show the effec-
tive rate of interest expense. 
Considered alone the income statement 
has much of information to yield with only 
slight amplification. A statistical column 
paralleling the group and divisional profits 
figures would give what might be called a 
"dollar" picture of the operations. This is 
illustrated in the table shown above. Were 
the statement to be amplified further to 
show comparisons of totals and dollar 
figures by periods, a valuable and compre-
hensive index to operations would result. 
Increases in expense, for example, which 
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might be judged adversely if considered 
solely on the basis of comparison, might be 
found satisfactory in the light of the rela-
tion to the sales figures. 
Stockholders, possibly, would not be 
more than moderately interested in data of 
this kind, but it would have great value in 
 
the hands of competent executives. It 
would doubtless be welcomed with open 
arms by bank credit men and their con-
temporaries in the commercial credit field. 
A balance sheet without an accompanying 
income statement is only a part of the 
story. 
